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TAXATION OF ANNUITY CONTRACTS UNDER
FEDERAL INCOME TAX

Robert Meisenholder *

A

NUMBER of questions dealing with the taxability of commercial annuity policies under death tax statutes have received
judicial consideration. By contrast, only a few questions dealing with
the taxability of these contracts under income tax laws have been raised
before the courts. But the income tax problems are equally important
in terms of tax liability. Moreover, they will in the future assume an
even larger significance in view of the large number of annuity contracts of various types which have been issued and are now being offered
by insurance companies. Accordingly some explanation of these problems is warranted.

I
HISTORY OF FEDERAL LEGISLATION
In contrast to the absence of specific provisions relating to commercial annuity contracts in the federal estate tax laws and regulations,
specific sections concerning such contracts have been included in the
federal income tax laws and regulations ever since the enactment of the
first income tax law in 1913.
This difference in treatment can be explained by the fact that the
problems arising under the federal estate tax are connected with clauses
of annuity contracts providing for payments to beneficiaries other than
the primary annuitant. Such payments are more or less incidental parts
of the contracts. They did not become common until the 192.o's even
though they were included in contracts long prior to that period.1 On
the other hand, payments for life and temporary life annuity payments
have been the principal features of annuity contracts for several hundred years. Such payments were recognized before 1913 as having a
different character from many other types of payments of money.2

* A.B., South Dakota; J.D., Michigan. Member of the South Dakota and New
York bar.-Ed.
1 See Mutual Life Ins. Co. v. Smith, (C. C. A. 1st, 19II) 184 F. 1 at 2,
reversing Smith v. Mutual Life Ins. Co., (C. C. Mass. 1910) 178 F. 510, (C. C.
Mass. 1907) 158 F. 365, and sources mentioned in Meisenholder, "Taxation of
Annuity Contracts Under Estate and Inheritance Taxes," 39 M1cH. L. REv. 856,
notes 2 and 3 (1941).
2 See 3 C. J. S. 1374 (1936) for cases suggesting a difference between annuity
payments and payments from net income of a fund.

1006

MICHIGAN LAW REVIEW

[ Vol. 40

Furthermore, in the case of the income tax, the basis for according
special treatment to life insurance policies applied forcefully to annuity policies issued by insurance companies. 3 The treatment of annuity contracts under income taxes had also been the subjec~ of special
study before 1913 in other jurisdictions.4
Under the federal statutes since 1913, payments pursuant to annuity contracts have been treated in a variety of ways, although they
have always been subject to some exemption.
The Revenue Act of 1913 stated that payments
"made by or credited to the insured, on life insurance, endowment,
or annuity contracts, upon the return thereof to the insured at
the maturity of the term mentioned in the contract, or upon the
surrender of the contract, shall not be included. as income." 5
In the Revenue Act of 1916 this language was changed so as to exclude
from ~oss income
"the amount received by the insured, as a return of premium or
premiums paid by him under life insurance, endowment, or annuity contracts, either during the term or at the maturity of the
term mentioned in the contract or upon surrender of the contract." 6
This clause was retained in subsequent revenue acts until 1926.1
Even a hasty reading of the above clause suggests that it was designed primarily to cover life insurance and endowment contracts.
The ambiguity of the la,nguage in its application to payments under
annuity contracts resulted in several contradictory interpretations. Thus
the clause was at first interpreted to exempt payments considered annuity payments until the cost of such payments was returned, but later
8 While the committee reports on the Revenue Act of 1913 did not mention
the life insurance and annuity clause of the reported bills, it seems apparent that it
was thought a fair policy to allow the insured or purchaser to recover the money he
had paid in when amounts were received during his lifetime. In both cases there is
an investment of funds and a question of the constitutionality of taxing the amounts
received. Furthermore, it may have been thought that annuity contracts as well as
endowment insurance policies should not be burdened because of their function , of
providing security in old age.
4 'Studies concerning the taxation of annuities many years before 1913 are included in (GREAT BRITAIN) ROYAL COMMISSION ON THE INCOME TAX APPENDIX
71-72 (1920).
5 38 Stat. L. 167 (1913).
6 39 Stat: L. 758, § 4 (1916).
1 40 Stat. L. 329, § 4 (1917); 40 Stat. L. 1065, § .213(b)(2) (1919); 42 Stat.
L. 238, § 213(b)(2) (1921); 43 Stat. L. 268, § 213(b)(2) (1924).
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rulings and cases allocated each payment to income and capital.8 Payments to one other than a purchaser of the contract were held by early
rulings to be exempt to the extent that they would have been in the
purchaser's hands,9 but again an inconsistent view was later taken. 10
With the adoption of the Revenue Act of 192.6 it was made clear
that the entire amount of each payment would be exempt from gross
income until the cost of the annuity contract had been recovered, whether
8 The regulations were generally as ambiguous as the statutory clause, Under the
Act of 1913 a ruling was issued which held that each payment would be considered as
being composed of interest and a proportionate part of principal. T. D. 2090, 16
I. R. T. DEcs. 259 at 260 (1914). This ruling was apparently reversed by T. D.
2152, 17 I. R. T. DEcs. 95 at 96 (1915), which stated that "the amount by which
the sum received exceeds the sum paid and coming into the hands of the person
making the contract and payment is income."
While some other rulings of the department may have a remote bearing on the
practice under the revenue acts before 1926, it was held in 1919 that no tax could be
assessed when a donee received payments under the provision then in force until the
consideration was returned. 0. D. 170, I C. B. INCOME TAX RuLINGs 76 (1919). A
conflicting conclusion was reached in a 1921 ruling however, 0. D. 1108, 5 id. 92
(1921), which held that each payment should be apportioned between income and
capital. For some time before 1926 it seems the department had been attempting to
tax payments on the basis of an allocation between capital and income in each case.
See HEARINGS BEFORE THE HousE CoMMITrEE ON WATS AND MEANS ON REVENUE
REVISION, 73rd Cong. 2d sess. ( 1934) and HEARINGS BEFORE THE SENATE CoMMITTEE ON FINANCE, REVENUE AcT OF 1934, 73rd Cong., 2d sess. ( l 934), p. 11 5 ff.
Several rulings after I 920 also lead to the conclusion that payments under annuity contracts were not taxable until after the consideration paid by the annuitant
had been returned to him. I. T. 1484, I-2 CuM. BuLL. 66 (1922); I. T. 1363,
I-1 CuM. BULL. 79 (1922); I. T. 2162, IV-1 CuM. BULL, 29 (1925); and S. M.
3434, IV-1 CuM. BULL, 29 (1925).
The cases on this issue under revenue acts prior to I 926 are also in conflict.
The following cases held that payments were •tax free until consideration had been
returned. Warner v. Walsh, (C. C. A. 2d, 1926) 15 F. (2d) 367; Warner v. Walsh,
(D. C. Conn. 1928) 27 F. (2d) 953; United States v. Bolster, (C. C. A. ut, 1928)
26 F. (2d) 760; Allen v. Brandeis, (C. C. A. 8th, 1928) 29 F. (2d) 363; Continental
Illinois Bank & Trust Co. v. Blair, (C. C. A. 7th, 1930) 45 F. (2d) 345. See also Mary
W. B. Curtis, 26 B. T. A. 1103 (1932), and Burnet v. Logan, 283 U.S. 404 at 414,
51 S. Ct. 550 (1931). On the other had, it was held that each payment should be apportioned between capital and income. Florence L. Klein, 6 B. T. A. 617 (1927);
Guaranty Trust Co. of New York, Exr., 15 B. T. A. 20 (1929). For a discussion of
methods of apportionment (although in connection with a different question), see Commissioner of Internal Revenue v. John C. Moore Corp., (C. C. A. 2d, 1930) 42 F.
(2d) 186.
D 0. D. 170, I C. B. INCOME TAX RULINGS 76 (1919); 0. D. 1108, 5 id., 92
{1921).
10 Sol. Op. 160, 111-2 CuM. BuLL. 60 (1924); S. M. 3434, IV-1 CuM. BuLL.
29 (1925).
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the recipient of the payment was a donee or purchaser of the contract
under which payments were received.11
Finally, in 1934 the clause concerning taxation- of payments
under annuity contracts was again changed. Increased purchases of
annuities under tax-saving plans and increased need for government
revenues prompted Congress to exempt payments under annuities by
a method that would bring in revenue immediately.12 The clause then
enacted and still in force, as section 22 (b) ( 2) of the Internal Revenue
Code, excludes from gross income,
1

"Amounts received ( other than amounts paid by reason of
the death of the insured and interest payments on such amounts
and other than amounts received as annuities) under a life insurance or endowment contract, but if such amounts ( when added to
amounts received before the taxable year under such contracts)
exceed the aggregat~ premiums or consideration paid ( whether or
not paid during the taxable year) then the excess shall be included in gross income. Amounts received as an annuity under an
annuity or endowment contract shall be included in gross income;
e_xcept that there shall be excluded from gross income the excess
of the amount received in the taxable year over an amount equal
to 3 per centum of thf aggregate premiums or consideration paid
11 The Revenue Act of 1926, 44 Stat. L. 24, § 213(b)(2), provided that there
should be excluded from gross income, "amounts received ( other than amounts paid
by reason of the death of the insured and interest payments on such amounts) under
a life insurance, endowment, or annuity contract, but if such amounts (when added to
amounts received before the taxable year under such contract), exceed the aggregate
premiums or consideration paid (whether or not paid during the taxable year) then
the excess shall be included in gross income. In the case of a transfer for a valuable
consideration, by assignment or otherwise, of a life insurance, endowment, or annuity
contract, or any interest therein, only the actual value of such consideration and the
amount of premiums and other sums subsequently paid by the transferee shall be
exempt from taxation under paragraph (I) or this paragraph.•.•"
Concerning the question of applying the exemption to donees of payments, the
Conference Committee report on this act stated, "Under existing law a return of
premiums paid under a life insurance, endowment, or annuity contract is exempt only
when returned to the insured. The Senate amendment grants to the various persons to
whom the payments are made an exemption of an amount equal to their proportionate
shares of the premiums paid." H. REP. 356, 69th Cong., 1st sess. (1926), reprinted
.in 1939-1 (Part 2) CuM. BuLL. 361 at 364.
The above provision remained substantially as quoted until 1934. 45 Stat. L.
797-798, § 22(b)(2) (1928); 47 Stat. L. 178, § 22(b)(2) (1932).
12 See HEARINGS BEFORE THE HousE COMMITTEE oN WAYS AND MEANS ON
REVENUE REVISION, 73d Cong., 2d sess. (1934); HEARINGS BEFORE THE, SENATE
CoMMITTEE ON FINANCE, REVENUE AcT OF 1934, 73d Cong., 2d sess. (1934), p.
I I 5 ff.; and PRELIMINARY REPORT OF SuBcoMMITTEE OF HousE CoMMITTEE ON
WAYS AND MEANs, 73d Cong., 2d sess. (1934).
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for such annuity (whether or noi paid during such year), until the
aggregate amount excluded from gross income under this title or
prior income laws in respect of such annuity equals the aggregate
premiums or consjderation paid for such annuity." 13
Thus the general questions whether a part of an annuity payment
may be taxed before full consideration has been received and whether
an exemption applies to a donee of a payment are now settled. Nevertheless the above language is still ambiguous when applied to various
situations arising under annuity contracts now issued by insurance companies. To this ambiguity may be traced many of the problems treated
in this article.14
•

II
22 (b) ( 2)
Clearly the section of the Revenue Act of I 926 relating to annuity
contracts cannot be challenged on constitutional grounds, for it allows
the annuitant to recover the amount of capital he has invested and
taxes him only upon his gain over cost.15 Where the annuitant is a
donee under an owner or donor form of contract, the investment of
the donor is to be recovered by the annuitant, and thus the cost of any
gift to the donor is recovered tax free. Prior to 1926 the applicable
sections were interpreted in some cases to reach the above results,
although the rulings were not consistent.16 In any event only so much
of each payment to the annuitant as was actually to be considered
income was to be taxed in each case.17
CONSTITUTIONALITY OF SECTION

13
48 Stat. L. 687, § 22(b) (2) (1934) (italics added); 49 Stat. L. 1657, §
22(b)(2) (1936); 52 Stat. L. 458, § 22(b) (2) (1938); 53 Stat. L. 10 (1941). The
remaining portion of the section states: "In the case of a transfer for a valuable consideration, by assignment or otherwise, of a life insurance, endowment, or annuity contract, or any interest therein, only the actual value of such consideration and the
amount of the premiums and other sums subsequently paid by the transferee shall be
exempt from taxation under paragraph (I) or this paragraph." Subsection ( 1) under

{b).
14
The attempt to treat annuity contracts and endowment or insurance contracts
in the same section raises some of these problems. See p. Io I 9 ff, infra.
15 Quoted, note I 1, supra.
16
See notes 8, 9, 1o, supra.
17 Since the payments were considered to consist of a return of cost and interest
element, it was evidently thought that the interest element could be included in gross
income. From the viewpoint of the annuitant, however, such allocation might easily
result in a tax on the payments although he would never recover the amount he had
paid as consideration for the contract. See discussion in Commissioner of Internal
Revenue v. John C. Moore Corp., (C. C. A. 2d, 1930) 42 F. {2d) 186. The arguments in relation to the propriety of the three per cent provision now in effect apply in
some measure to an allocation in each individual case.
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Apparently the scheme of the prior acts was to treat the entire
annuity transaction as a conversion of assets in which the purchaser of
the contract was to be allowed to recover his investment, and when
the 1934 amendment was adopted it was based upon the same theory.
The section apparently rests upon the supposition that the annuitant
who lives out his life expectancy receives the return of his consideration plus a low rate of interest which is used in calculating what the
premiums shall be. An additional element is said to appear from the
fact that the premium or· consideration is returned to an annuitant
before he reache~ the end of the average life e:i..-pectancy period as determined for one of his age at the time when he takes out the contract.18
The section accordingly provides a method for allocating this additional
return or gain to each payment. A different explanation which may be
offered is that,.when the premiums for an annuity contract are calculated
by the insurance company, the company takes into consideration the
fact that the amounts paid in by the purchaser of a contract will earn
interest at least at an assumed rate and therefore the amounts that are
fixed as the premiums are reduced to this extent. The payments received by the purchaser, in so far as they are considered payments by
reason of his original investment, may thus be considered to consist
of an amount of interest and capital. Under the section it is the interest
element' whi~Ii is taxed.19
If the purchase of an annuity contract and the payments made thereunder are viewed as a conversion of capit~l assets to be treated like
~ther conversions o°f assets, it is possible to attack the constitutional
18 Care should be taken, however, in generalizing concerning the life expectancy,
for the premiums are calculated on the basis of the mortality tables without any reference
to the life expectancy tables. The statement assumes that the mortality tables are
correct. As a matter of fact they are too conservative. 2 BoNBRIGHT, THE VALUATION OF
PROPERTY 741 (1937).
19 The theory of the 1934 provision is explained in H. REP. 704, 73rd Cong.,
2nd· sess. (1934); p. 21, reprinted in 1-939-1 (part 2) CuM. BULL. 554 at 569-570.
"Section 22(b)2. Annuities, etc.: The present law does not tax annuities arising under
contracts until the annuitant has received an aggregate amount of payments equal to
the total amount paid for the annuity. Payments to annuitants are, in fact, based
upon mortality tables which purport to reflect a rate of return sufficient to enable the
annuitant to recover his cost and in addition thereto a low rate of return on his
investment. The change continues the policy of permitting the annuitant to recoup his
original cost tax-free but requires him to include in· his gross income a portion of the
annual payments in an amount equal to 3 per cent of the cost of the annuity. While the
per cent used is arbitrary, it approximates the rate of return in the average annuity.
"Statistics show that an increasing amount of capital is going into the purchase
of annuities, with the result that income taxes are postponed indefinitely. The change
merely places the return of this form of investment on the same basis as other forms of
investment by taxing that portion of each payment which in fact constitutes income."
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validity of the provision. One line of argument would proceed upon
the basic premise that although the' Sixteenth Amendment gave Congress the power to impose a direct tax on income without apportionment
or regard to census or enumeration,2° it gave no authority to impose a
direct tax upon property under such conditions.21 And if capital is taxed
rather than income, an unconstitutional direct tax on property without
apportionment results. 22 It could then be said that such result is accomplished by the present three per cent method.
Or, it could be argued that the allocation is arbitrary and does not
at all represent the amount of interest on the capital investment being
returned to the annuitant even if it is assumed that the annuitant lives
to recover his capital and interest earned thereon, and even if it would
be proper to allocate income and return of cost to each payment. It
could be said that the rate of interest represented in each payment is
by no means three per cent of the consideration; since the principal
is to be amortized by the payments made during the life of the contract, the interest will be computed upon a constantly reducing amount. 28
It has been stated that ordinarily the part of each payment taxed under
the statutory provisio~ amounts to an average interest rate of six per
20 U. S. Constitution, Amendment XVI: "The Congress shall have power to lay
and collect taxes on incomes, from whatever source derived, without apportionment
among the several States, and without ·regard to any census or enumeration."
21 Pollock v. Farmers' Loan & Trust Co., 157 U.S. 429, 15 S. Ct. 673 (1895),
158 U.S. 601, 15 S. Ct. 912 (1895). U.S. Constitution, Art. I,§ 2, cl. 3: "Representatives and direct Taxes shall be apportioned among the several States which may
be included within this Union, according to their respective Numbers. . . ." Art. I, §
9, Cl. 4: "No Capitation or other direct tax shall be laid, unless in proportion to the
Census or Enumeration herein before directed to be taken."
22 Eisner v. Macomber, 252 U.S. 189, 40 S. Ct. 189 (1920).
28 At the hearing on the Revenue Act of 1934 it was stated by Henry Moir,
President of the United States Life Insurance Company, "If a man buys an annuity
with $IO,ooo, and gets $1,000 a year, he will be asked to pay an income tax on $300
each year from the first year <Onward, $700 being exempt for a period of a little over
14 years when the $700 annually will have accumulated to the $ IO,ooo; thereafter a
tax will be charged on the full amount. Under the existing rules the full annuity
would be taxable after IO years; under the proposed new rules only after 14¼ years.
"The 3 percent suggested is an arbitrary assumption. It may be reasonable for
the first year or two; but if the assumption be logically carried out, and the $700 be
treated as a repayment of principal, then in IO years $7,000 of principal will have been
repaid, the outstanding principal will then only be $3,000, as income on $3,000, and
is therefore clearly partly principal. It cannot by any possibility be assumed to be interest or income on the unpaid portion of the principal. It seems to me clear therefore
that the proposed plan is unconstitutional, as being a tax upon principal without being
assessed in proportion to the census of enumeration of the population." HEARINGS BEFORE THE SENATE CoMMITrEE ON FINANCE, REVENUE AcT OF 1934, 73d Cong., 2d
sess. (1934), p. 122.
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cent.2 ¾ In fact, under the above view, the allocation of three per cent
to gross income would be correct only for the first annual payment.23
This objection is fortified by the further argument that the section
is arbitrary because it assumes, contrary to established fact, that annuitants will all live long enough to recover the cost of their investment
plus the interest thereon. There is no need to resort to mathematics to
prove that such an assumption is false. In many individual cases the
result will be that the cost will never be recovered. In such cases, from
the viewpoint of the taxpayer, it would appear that a tax is levied on
the return of capital because no gain is realized but rather a loss incurred, and yet the' payments have been partially included in gross
income.26 This situation would be found in so many cases that the
2 ¾ "In determining the amount of the annuity payments, the company takes into
consideration the life expectancy of the annuitant under mortality tables at the date
the payments commence. Taking the cost as the principal upon which interest is
calculated, since this principal is intended to be amortized during the life expectancy
period, the rate of interest is calculated on the basis of a constantly reducing principal.
Thus, if the annuitant lives to the expiration of his life expectancy, he will recover
the cost of the annuity together with interest at about three per cent per year on the
full cost of the annuity during half the period of his'life expectancy, or at about one
and one-half per cent per year on the full cost during the entire period of his life
expectancy.
"The present wording of the Revenue Act, however, indicates the assumption
by Congress that annuity contracts contemplate a return of at least three per cent on
the full cost of the annuity during each year of the life expectancy period, or an
average interest rate of at least six per cent. Congress has, therefore, arbitrarily determined that one who purchases an annuity receives a rate of income approximating
twice the amount an annuitant might receive if the annuity payments continue during
the annuitant's life expectancy." II TEMP. L. Q. 567 at 568 (1937).
25 It is to be noted that the contention applies to refund annuities, annuities certain, temporary life annuities, and joint and last survivor annuities as well as to single
life annuities.
26 The desirability of taking the viewpoint of the taxpayer is emphasized by Tyler
and Ohl, "The Revenue Act of 1934," 83 UNiv. PA. L. REv. 607 at 633 (1935).
The argument that the nature of the payments cannot be determined by the
methods of the insurance company but must be determined from the taxpayer's standpoint is put forcefully by Mr. Roger B. Hull in his brief submitted to the Senate
Finance Committee HEARINGS ON REVENUE AcT OF 1934, 73d Cong., 2d sess. (1934),
pp. II7-118: "The sums received from this annuitant and others like him are invested
by the company in interest-bearing securities. From the total fund at the end of the
year the required annuity payments are made and there remains a sufficient amount,
as determined by actuarial calculations, to meet all future payments. This process repeats itself year after year until all the annuitants have died and the fund has become
exhausted. Thus, over a long period of years, the capital represented by the original
consideration, together with the i.nterest earned by the residue of the fund from year
to year, has been redistributed to these annuitants. • • • But even if it is conceded
that all interest earnings are immediately distributed to the group_ as a whole, does it
follow that any individual annuitant receives as a part of his annuity payment, to be
termed interest income, a ratable portion of the previous year's earnings on the fund?
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statute could be said to have no reasonable foundation for its assumption that some income is always received.
Under the view just expressed the fact that the insurance company, in computing premiums, takes into consideration the interest on
amounts paid for annuity contracts would furnish no ground for separating the annuity payments into interest and capital. The taxpayer has
not contracted for capital repayment and for the return of interest, nor
is he promised such repayment ( except in refund or certain other types
of annuities where capital investment is guaranteed). He does not
receive interest in any ordinary sense. In certain cases involving capital
conversions where the right to receive future payments was contingent
upon future events, it was held that no income was received until the
capital was recovered.21 A leading case in this respect is Burnet v.
Logan,28 in which the Supreme Court held that payments of sixty cents
per ton of ore mined, in return for the transfen of shares of stock, were
not to be taxed to the recipient untif the cost of the stock had been
recovered. In dealing with this question, the Court referred to the
similarity of annuity transactions.
This line of argument would be applicable to a refund annuity as
well as an ordinary life annuity or temporary life annuity. The annuitant in a refund contract is ordinarily promised or guaranteed only the
Most certainly it does not. He receives his contract payment and no more. That
represents income to him as an individual only if he has already recovered his principal through previous annuity payments. • • •
"The fallacy lies in concluding that the combined principal and interest theory
of annuity payments, which is valid on the average or as applied to a large group, also
holds when applied to the individual. Such a conclusion is not justified for the obvious
reason that there is no average individual in a mortality sense. He is either wholly alive
or undeniably dead, and the change in status occurs instantly or at some definite time
and not progressively over a period of years as is the case with the entire group.
"It is submitted, therefore, that the conclusion with regard to life-annuity
receipts that 'such receipts are as a matter of fact part interest and part return of capital'
is incorrect as applied to the individual annuitant."
And of course the particular amount of the annuity payments depends on the
pooling of risks. If payments were actually made from the amount paid in by premiums
plus interest earned on such amounts, the payments received by the annuitant would be
very small, and as a matter of fact it would not be possible to make annuity contracts
at all on a sound business basis.
ll1 See Commissioner of Internal Revenue v. Speyer, (C. C. A. 2d, 1935) 77 F.
(2d) 824, cert. den. Helvering v. Speyer, 296 U.S. 631, 56 S. Ct. 155 (1935);
Commissioner of Internal Revenue v. Ullmann, (C. C. A. 2d, 1935) 77 F. (2d)
827, cert. den. Helvering v. Ullmann, 296 U.S. 631, 56 S. Ct. 155 (1935) (partial
payments of Mixed Claims Commission awards); Rocky Mountain Development Co.,
38 B. T. A. 1303 (1938) (sale on basis of oil produced from property); Burnet v.
Logan, 283 U. S. 404, 51 S. Ct. 550 (1931).
·
28 Burnet v. Logan, 283 U.S. 404, 51 S. Ct. 550 (1931).
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original cost of the premiums without interest, and thus any gain from
his standpoint depends upon his living longer than the time in which
the consideration is paid out ( disregarding dividends under participating contracts).
·
In three cases, which did p.ot deal with insurance company contracts,
but in which the constitutionality of section 22 (b) ( 2) was questioned,2°
the Board of Tax Appeals expressed the view that under the tax scheme
th~ allocation between income and the return of cost is not so unreasonable as to make its validity doubtful. In one of the cases the board
expressed the view that perhaps the entire amount of each annuity payment could be considered taxable income under the Sixteenth Amendment.80 In fact, the board went so,far as to say that the uncertainty as
to the annuitant's length of life in itself shows that the conclusion cannot be reached that he would not in any particular case' recover his cost.
On appeal of one of the. cases, the Circuit Court of Appeals for the
Seventh Circuit stated that the constitutionality of the statute was not
raised because there was no showing that property exchanged for the
annuity there considered did not earn three per cent interest.81 That
case, however, concerned a private annuity transaction where specific
property was transferred to an institution which promised an annuity
in return. In the case of annuity contracts issued by insurance companies,
such a showing would not be feasible and practical because the pay· ments of cash by any particular annuitant cannot be traced into the
investments of the insurance company, and even if they could the taxpayer would be hard put to secure the evidence. The statutory section
is based on the theory that the insurance company takes into account· a
certain rate of interest~ Such rate is usually mentioned in the contract
itself.
While the decisions of the Board of Tax Appeals did not enter into
any detailed examination of the problem and did not concern annuity
contracts issued by insurance companies, a similar decision in relati~n
to annuity contracts issued by insurance companies would be reasonable
29 F. A. Gillespie, 38 B. T. A. 673 (1938); Title Guarantee & Trust Co., Exr.,
40 B. T. A. 47S (1939); Anna L. Raymond, 40 B. T. A. 244 (1939), affd. Raymond v. Commissioner of Internal Revenue, (C. C. A. 7th, 1940) II4 F. (2d) 140,
cert. den., 3II U.S. 7rn, 61 S. Ct. 319 (1940).
80 "Going deeper, it is not yet clear whether an annuity is to any extent outside
the term 'income' in the Sixteenth Amendment." "In some of the states and in Great
Britain an annuity is taxed as income." Anna L. Raymond, 40. B. T. A. 244 at 250 and
note (1939), citing MAGILL, TAXABLE lNcoME 377 ff. (1936).
81 Anna L. Raymond, 40 B. T. A. 244 (1939), a:ffd. Raymond v. Commissioner
of In_ternal Revenue, (C. C. A. 7th, 1940) II4 F. (2d) 140, cert. den. 3n U. S.
7rn, 61 S. Ct. 3-19 (1940).
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in spite of the contentions reviewed above. Conceding that the attempt
may be made to tax the payments to some extent before the cost thereof
is recovered by the annuitant, the utility of the present provision in
sweeping away the difficulties of allocation in each individual case is
easily recognized. 32 Administrative necessity has sanctioned more or less
arbitrary methods of computation in other situations, and this seems
one corner of the income tax field where in the interest of workability
the statute should not be made any more technical than necessary.
If it is not conceded that any income is realized before cost is recovered, another sufficient justification for the present provision has
been suggested.88 In substance the broad viewpoint is taken that because
of the periodicity of the annuity payments and the severance from capital or principal, the entire amount of each payment may be considered
income and therefore any exemption, including that contained in the
Revenue Act of r934, is a matter of legislative grace. It has been
pointed out that the chief characteristics of income to be gleaned from
the judicial decisions are more or less regular recurrence of receipts
over a period of time and separation from capital.84 Furthermore, in
a somewhat more detailed study it has been shown that before and
after the adoption of the Sixteenth Amendment annuities were regarded as entirely taxable in foreign jurisdictions.85 After reference
82 This justification for the 1934 provision was discussed in HEARINGS BEFORE
THE HousE WAYS AND MEANS CoMMITTEE, REVENUE REVISION, 73d Cong., 2d sess.
(1934), p. 522 et seq.
38 MAGILL, TAXABLE INCOME 370-374 (1936); Sol. Op. 160, III-2 CuM.
BULL. 60 (1924).
84 MAGILL, TAXABLE INCOME 370-371 (1936); Sol. Op. 160, III-2 CuM.
BULL. 60 (1924) (the argument in the government ruling is particularly elaborate for
such opinions).
While periodicity is a test of income in that it indicates that receipts are income,
nevertheless it is not always indicative of income. Thus receipts from an installment
sale, although periodic, are not necessarily entirely receipts of taxable income.
85 MAGILL, TAXABLE INCOME 371-374 (1936); Sol. Op. 160, III-2 CuM.
BULL. 60 (1924); Magill, "The Income Tax Liability of Annuities and Similar
Periodical Payments," 33 YALE L. J. 229 at 233-235 (1924). In Great Britain it has
also been argued that part of each annuity payment should as a matter of policy be
exempt from taxation as a return of capital. But since it was felt that annuity payments
were not used to replace exhausted capital, such arguments have not been heeded.
l ROYAL COMMISSION ON THE INCOME TAX, MINUTES OF EVIDENCE 168, 177, 383,
481 (1919), and 2 id. 830-831, 1348-1349 (1919). A history of the income taxation
of annuities in Great Britain will be found in RoYAL CoMMISSION ON THE INCOME
TAX, APPENDIX 71-72 (1920).
'
The Office of the General Counsel of the Treasury Department has printed the
tax laws of certain foreign countries. See INCOME TAX LAWS OF FRANCE 33 (1938);
GERMAN INCOME TAx LAWS 13 (1938), for treatment of annuities.
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to the quotation that income under the Sixteenth Amendment is not
the economist's definition, nor the accountant's definition, nor any
technical definition at all, but rather what the average intelligent
layman would consider income,86 it has been suggested that in all likelihood most recipients of annuity payments would consider the amounts
received as income in the same class as salaries and wages, since used
for the same purposes.87
The contentions that the 1934 provision is a levy on capital and
not a tax on income seems to rest upon two related presuppositions.
First, the purchase of an annuity and the payment of the amounts due
thereunder is looked upon as an investment or a conversion of capital
assets to be treated as other investments of capital, or as sales or exchanges of capital assets, at least for this purpose. Second, it is assumed
that no income arises if the annuitant does not recover the cost of the
annuity contract, because in such case his total wealth is not increased. These assumptions are challenged by the arguments mentioneq. above, and while such arguments are not unanswerable, it does
appear that insurance annuity transactions are on a different plane from
most other types of investment situations in which the return of cost
must be allowed.
Other factors differentiating the life annuity contract situation from
other investments might be pointed out. Not only are the receipts
periodic and separated from the capital amount, but the very nature
of the transaction is such that the payments have a somewhat indirect
relation to the capital amount.
The return of payments to the taxpayer in the case of insurance
company life annuities represents not the return of capital in a technical
86 "However, the tax, though it includes income 'from all sources,' nevertheless
includes 'income' only, and the meaning of that word is not to be found in its bare
etymological derivation. Its meaning is rather to be gathered from the implicit assumptions of its use in common speech." United States v. Oregon-Washington R. R. & Nav.
Co., (C. C. A. 2d, 1918) 251 F. 2II at 212.
87 MAGILL, TAXABLE INCOME 374 (1936). However, the feeling of loss when
the annuitant does not recover the amount he has invested is indicated by suits to
recover the purchase price or the unpaid amounts equal to such price. This feeling that
the investment should be recovered is also an important factor in the popularity of
refund annuities.
The English view on this matter is succintly stated in 1;b.is sentence from the
Report of the Departmental Committee of 1905 found in RoYAL CoMMISSION ON THE
INCOME TAX, APPENDIX 72 (1920): ''We think it the sounder view that a man who
buys a Life Annuity has, for his own purposes, altogether sunk his capital and taken a
life income in exchange; and the division of such an annuity into principal and interest
is after all a fiction."
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sense to the annuitant but the return of amounts drawn from a reserve
fund. Such annuities are not possible except upon the basis of a pooling
of risks and ·premiums from which payments are made. The insurance
company could not make one annuity contract only and promise annual
payments in the amounts now offered by such companies.
A possible clue to the future attitude of the courts is found in several cases which do not in themselves deal with any constitutional question. Thus in one class of decisions it has been said that when the
annuitant dies before he has received back in annuity payments the
entire consideration he suffers no loss, to say nothing of a loss that
would be deductible. 38 Among the reasons assigned for such a conclusion and the reason principally urged by the department and embodied by it in a published ruling 39 is that the annuitant in receiving
payments for life, no matter how long he lives, receives what he has
bargained for. In other words he has bought and paid for annual receipts for life and not an investment of a certain amount which he must
in any event receive. The conclusion in regard to the instant question
is that the transaction is unlike an ordinary capital transaction in that a
return of cost is not essential.
If the annuitant appears to be taxed when after all there is no
increase in his wealth, it might be pointed out that an increase in the
total wealth of the taxpayer ( or in national wealth) is not always an
incident to the receipt of income.40
On the whole it seems safe to say that the annuity transaction in
the case of a life annuity is sufficiently peculiar to justify a treatment
different from that accorded conversions of assets in which it is said
cost must not be taxed. The problem cannot be solved by applying
a single definition of income, for the judicial concept of income is not a
single concept easily stated, but rather is a complex concept not yet entirely developed, and changing with the philosophies of succeeding
justices.
'
Assuming that the donee is otherwise taxable, there remains the
question of the constitutionality of the clause when applied to payments
received by donee annuitants. The first inquiry is whether there is a
gift at all. An early departmental ruling stated that since the purchaser
38
Helvering v. Louis, 64 App. D. C. 263, 77 F. (2d) 386 (1935), reversing
Cora K. Louis, 29 B. T. A. 1200 (1934); Industrial Trust Co. v. Broderick, (C. C. A.
1st, 1938) 94 F. (2d) 927, affirming (D. C. R. I. 1937) 19 F. Supp. 961.
39
I. T. 2915, 14-2 CUM. BULL. 98 (1935).
¾O See discussion of this point by Rottschaeffer, "The Concept of Income in
Federal Taxation," 13 MINN. L. REv. 637 at 642-645 (1929).
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gave consideration for the payments to be made to the annuitant, the
receipt of such payments was not by virtue of a gift but by virtue of a
contract obligating the insurance company to pay. It was further stated
that the receipt of any right of payment or of payments marked a gift
of income and not of capital and hence was taxable. 41 In so far as the
question of gift is concerned, the above ruling appears highly technical.
Whether or not the transaction comes within the section concerning
taxation of gifts, it seems obvious that an annuity transaction involving
a donee annuitant marks a gift from the purchaser to the donee annuitant of either the payments or the right to such payments.
Even if life annuity payments are not entirely income, taxing the
entire payments to a donee might still be constitutional. It has been
decided that the donee of a gift is constitutionally subject to a tax, when
he converts the gift property, upon the gain measured by reference to
the donor's adjusted cost basis.42 It is true, however, that no cases have
arisen which directly rule that the receipt of a gift is taxable under the
Sixteenth Amendment. But if the entire value of a gift is taxable, no
constitutional question should arise here with respect to payments
received by donee annuitants.
However, even if it is conceded that the receipt of a gift is ordinarily not taxable constitutionally, it would seem that the arguments
concerning annuities in the hands of purchasers apply. The receipt of
annuity payments could be distinguished from other kinds of gifts
considered to be receipt of capital, and it could be said that only a gift
of income is involved.48 The gain over the cost to the donor would be
taxable in any event, and the arguments concerning the reasonableness
of the allocation of payments received by purchasers under the three
per cent provision would apply.
41 Sol. Op. 160, III-2 CuM. BULL. 60 (1924). It was said that the annuity payments are not to be characterized as gifts, since they were made by the insurance
company in return for a valuable consideration paid to the company. But conceding
that such payments involved a gift of the right to receive payments of income, the
annuitant was held taxable on the payments received pursuant to such right. In view
of the fact that the payments were entirely income, it was said they were taxable because gifts of income are taxable. This latter proposition has been upheld in relation
to gifts of income from a testamentary trust. Irwin v. Gavit, 268 U. S. 161, 45 S.
Ct. 475 (1925). The question involved in this latter case, however, appears distinguishable. This ruling is inapplicable under the Revenue Act of 1926 and subsequent
revenue acts. The theory suggested, that annuity payments are not gifts, has also been
inferentially rejected. I. T. 3322, 1939-2 CuM. BuLL. 177.
42 Taft v. Bowers, 278 U.S. 470, 49 S. Ct. 199 (1929); Cooper v. United
States, 280 U. S. 409, 50 S. Ct. 164 (1930).
43 Note 41, supra.
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III
APPLICATION OF SECTION 22(b)(2) TO PAYMENTS RECEIVED
UNDER VARIOUS TYPES OF ANNUITY CONTRACTS

The absence of cases concerning the income taxation of amounts
received under annuity contracts and annuity-insurance combinations
may indicate that there are no difficulties in applying the statutes in
specific situations. However, since these contracts have not assumed
an important place in the insurance business until recent years, the
scarcity of relevant materials may better be explained on the basis of
lack of interest as well as failure to understand the possibilities. While
the statutory clauses pertaining to annuity contracts appear reasonably
clear on their face, upon analysis of the various situations that arise,
difficulties appear that have not yet been considered in an authoritative
way. The lack of judicial precedent directly in point and the scarcity of
even published governmental rulings hamper an inquiry, but a study_
of the application of the income tax statutes to the various situations
likely to arise under commercial contracts is justified if only to point
out possibilities of treatment.
'
I. Immediate Life and Temorary Life Annuity Contracts
Reference has already been made to the fact that the present clause
of the federal income tax applies to annuity payments received by
donee annuitants in addition to those received by the purchasers of
contracts.44 There is no difficulty in concluding that immediate life and
temporary life annuity contracts 45 issued by insurance companies are
taxable by a simple application of the annuity provisions.46 The TreasSee supra, at note II.
Where the contract is purchased by a single cash payment in advance and
promises the payment annually, semi-annually, quarterly, or monthly of a certain sum
by the insurance company to the annuitant for the duration of his life, the contract is
an immediate single life annuity. If the payments are to continue for a specified period
only, or until the prior death of the annuitant, the contract is a temporary life annuity.
Meisenholder, "Taxation of Annuity Contracts under Estate and Inheritance Taxes,"
39 MxcH. L. REV. 856 at 859 (1941).
46 TREAS. REG. 103 (1940), § 19.22(b)(2)-2, states: "Annuities. Amounts
received as an annuity under an annuity or endowment contract include amounts
received in periodical installments, whether annually, semiannually, quarterly, monthly,
or otherwise, and whether for a fixed period, such as a term of years, or for an
indefinite period, such as for life, or for life and a guaranteed fixed period, and which
installments are payable or may be payable over a period longer than one year. Such portion of each installment payment of an annuity shall be included in gross income as is
not in excess of 3 percent of the aggregate premiums or consideration paid for such
annuity, whether or not paid during the taxable year, divided by 12 and multiplied by
the number of months in respect of which the installment is paid. As soon as the aggregate of the amounts received and excluded from gross income equals the aggregate
44

45
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ury Department has defined annuities very broadly,47 but even under
a narrow definition it is evident that the section was intended to reach
ordinary annuity payments to a donee or to a purchaser under such
contracts.48
premiums or consideration paid for such annuity, the entire amount received thereafter
in each taxable year must be included in gross income. The provisions of this section
may be illustrated by the following examples:
"Example (1): A bought in 1936, for $50,000 consideration, a life annuity,
payable in annual installments of $5,000. For the calendar year 1939 he would be
required to include in gross income $1,500 of the $5,000 received during that year
(3 percent of $50,000), $3,500 being exempt. If A should live long enough to receive
as exempt $50,000, then all amounts he receives thereafter under the annuity contract
would be included in gross income.
"Example (2): A bought an annuity on October 1, 1939, paying $100,000 as
consideration therefor. The annuity amounts to $7,824 a year, payable in semiannual
installments of $3,912, and on December 1, 1939, A received $1,304, the first
payment under the contract being for a 2-month period. A shall include in his gross
income for the calendar year 1939 the sum of $500, being 3 percent of $100,000
(the consideration paid) divided by 12 and multiplied by 2 (the number of months in
respect of which the installment was paid).
''Example (3) :' A bought an increasing annuity on August 1, 1939, paying
$40,000 as consideration therefor. The annuity amounts to $1,000 a year for the
first year, $2,000 a year for the second year, and $3,000 a year thereafter, payable in
quarterly installments. A received the first quarterly installment on November 1, 1939,
amounting to $250. A shall include in his gross income for the calendar year 1939 the
sum of $250, being such portion of the installment as is not in excess of 3 percent of
$40,000 (the consideration paid) divided by 12 and multiplied by 3 (the number of
months in respect of which the installment was paid)."
Sec. 19.22(a)-12 of the same regulations provides: "Amounts received as a
return of premiums paid under life insurance, endowment, or annuity contracts, and
the so-called 'dividend' of a mutual insurance company which may be credited against
the current premium, are not subject to tax."
In I. T. 3513, 1941 CuM. BULL. No. 44, p. 2 it was held in case of a
deferred annuity that in computing the tax the discounted value of premiums should
be used when the premiums were discounted for prepayment. (The difference between
such value and the original amount of premiums is not to be reported as income.)
It has also been ruled that the original consideration and not the net worth of
the annuity as of 1934 must be used. G. C. M. 14593, 14-1 CuM. BuLL. 50 (1935).
The regulations have also provided for different methods of treating annuity
payments received during part of a year.
41 Sol. Op. 160, III-2 CuM. BuLL. 60 (1924), citing Peck v. Kinney, (C. C. A.
2d, 1905) 143 F. 76 at 80, and Chisholm v. Shields, 67 Ohio St. 374 at 378, 66
N. E. 93 (1902), to the effect that an annuity is a stated sum payable periodically at
stated times during life, or a specified number of years, under an obligation to make the
payments in consideration of a gross sum paid for such obligation. See also G. C. M.
21666, 1940-1 CuM. BULL. u6, and Bodine v. Commissioner of Internal Revenue,
(C. C. A. 3d, 1939) 103 F. (2d) 982, affirming 36 B. T. A. 1328 (1937), cert. den.
308 U.S. 576, 60 S. Ct. 92 (1939).
48 H. REP. 704, 73d Cong., 2d sess. (1934), p. 21 reprinted in 1939-1 (part 2)
CuM. BULL. 554 af 569, quoted in note 19, supra.
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Refund Annuity Contracts and Annuities Certain
Periodical payments made to the first annuitant under refund annuity contracts and annuities certain 49 are to be treated as ordinary life
annuities,5° but several questions arise concerning the taxation of the
payments made to a don~e refund beneficiary. 51 Two rulings have been
made by the Treasury Department on the type of refund provision
under which the insurance company continues to make the annuity
payments to a beneficiary upon the death of the annuitant until the
amount of the consideration is paid out.52 Both rulings concerned a contract which designated an annuitant who was the purchaser but which
made the original annuity payable to the refund beneficiary during the
life of the annuitant. Upon the annuitant's (purchaser's) death prior to
the death of the refund beneficiary, payments were to be continued to the
refund beneficiary until the consideration had been paid out. Certain
contingent rights of the annuitant purchaser were lost by her death
and refund payments were then made to the refund beneficiary. The
contract was irrevocable. The first ruling held that the refund pay2.

48 Refund annuity contracts guarantee a minimum return of the consideration
paid. Should the annuitant die before the total amount of payments made equals the
premium paid, the company promises to continue the payments to a named beneficiary
until their total amount equals the consideration. Annuities certain are somewhat
similar, providing for a guaranteed number of payments irrespective of the death of the
measuring life, to be continued to a beneficiary upon the premature death of the annuitant before all of the guaranteed payments are received. See Meisenholder, "Taxation of Annuity Contracts Under Estate and Inheritance Taxes," 39 M1cH. L. REv.
856 at 860-861 (1941).
80 TREAS. REG. 103 (1940), § 19.22(b)(2)-2, quoted in note 46, supra. Rulings
directly in point are I. T. 3322, 1939-2 CuM. BULL, 177, and I. T. 3140, 16-2
CuM. BULL, 62 (1937). It is conceivable that the consideration for the payments
received by the annuitant could be only part of the consideration paid. See pp. 10291030, infra. Such a view is not especially strong when the language of § 22(b)(2) is
considered.
51 Refund annuity contracts are contracts which provide that in case the annuitant
dies before the total amount of payments made equals the premiums paid, the company
will continue the payments to a named beneficiary until their total amount equals
the consideration. Should the company promise to pay the difference between the
consideration paid and the total payments made to the annuitant rather than continue
the payments until such total equals the consideration, the contract is a cash refund
annuity.
Annuities certain provide for a guaranteed number of payments irrespective of
the death of the measuring life, to be continued to a beneficiary upon the premature
death of the annuitant before all of the guaranteed payments are received. The sum
guaranteed is never greater than the consideration paid. In both a refund annuity contract and an annuity certain the beneficiary is often allowed an option of receiving the
commuted value of the remaining guaranteed payments on a basis specified in the
contract.
112 I. T. 3322, 1939-2 CUM: BULL. 177; I. T. 3140, 16-2 CuM. BuLL. 62
(1937).
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inents were taxable by taking the difference between their commuted
value and total amount of the payments to be made and allocating that
amount over the payments. 53 This ruling was then revoked and the
refund payments were held tax free until the payments made in the
future plus previous tax-free payments should equal the consideration.
paid for the contract.54
Evidently the theory behind these rulings is that refund payments
are to be treated and taxed not as annuities but as gifts and only the
gain may be taxed. 55 If the payments are received by virtue of an
irre".ocable contract and the purchaser does not keep a life interest by
making himself the original annuitant, the basis of the gift apparently
is to be the cost to the donor (less payments received tax free). On the
other hand, it is intimated that if the refund payments are received under
a contract which is revocable or under a contract in which the purchaser
retains the original annuity payments for his life, the basis of the gift
is to be its commuted value at the time of the p~chaser's death. The
cases under the estate tax which hold that the purchaser is subject
to an estate tax if he keeps the original annuity payments or if he has
the right of revocation were cited.56
If this theory of the taxation of the refund payments is to be followed, however, there is a question when the second ruling applies.
If treatment is to depend on whether the gift is absolute, the question
arises whether retention by the purchaser of a contingent interest, or
the dependency of the payments to the refund beneficiary on a contingency alone, should not be sufficient reason for using commuted value
of the refund payments as a basis for taxation. If that were the case,
the second ruling would apply only where the refund beneficiary was
also the original annuitant. In other cases the right of the refund
beneficiary would be contingent upon the death of the measuring life
and the gift would not be complete.
·
Furthermore, if the payments are to be treated on the theory that
a gift of property is involved, the argument might be made that the
1. T. 3140, 16-2 CuM. BuLL. 62 (1937).
I. T. 3322, 1939-2 CuM. BuLL. 177.
55 In I. T. 3322, 1939-2 CuM. BULL. 177 at 178, it was said: "The instant

53
54

transaction is, therefore, to be treated for Federal tax purpo~es as a transfer or gift inter
vivos. The .basis for determining the tax due under the existing circumstances is cost
to the donor, whereas the value of a right passing to a refund beneficiary upon the
death of another {as in the Smith Case) is the commuted value of the future payments
as of the date of death."
·
56 Guaranty Trust Co. of New York, Exr., 16 B. T. A. 314 (1929), reversed by
stipulation of counsel, no opinion, (C. C. A. 2d, 1931) 2 C. C. H., FEDERAL TAX
SERVICE, 1f 2044.04 (1932); Chemical Bank & Trust Co., 37 B. T. A. 535 (1938).
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donor's basis should always be taken. An analogy might be made to the
basis of gain or loss upon the sale or exchange of property received by
gift. 57 This basis is the basis as it would be in the hands of the donor
and the regulations require that it be used in the case of all gifts
"whether in contemplation of or intended to take effect in possession
or enjoyment at or after the donor's death; whether subject at any time
to any change through the exercise of any power of appointment,
revocation or otherwise. . . ." 58 On the other hand, if the purchaser is
the annuitant, an analogy could be made to the basis of taxation in the
case of a trust in which the granter retains a life interest. In such case
the basis could properly be the commuted value of the payments. 59
The effect of recent cases concerning the question when assigned
income or income from a trust is to be taxed to a donor should also be
considered. 60
As is typical in many of the situations that arise in the taxation of
payments under annuity and insurance contracts, it seems that still
other methods of treatment could be forcefully argued. Against the
contentions of the taxpayer, the government could very well have taken
51 Sec. 22 (b )(3) of the Revenue Act of 193 8 provided that gross income shall not
include, "The value of property acquired by gift, bequest, devise, or inheritance (but
the income from such property shall be included in gross income)." 52 Stat. L. 458
(1938), re-enacted by Int. Rev. Code, § 22(b) (3), 53 Stat. L. IO (1939).
The following sections of the federal income tax should be noted. Upon the sale
or disposition of assets acquired by gift, §§ 113(a)(2), u3(a)(4) and u3(a)(5)
govern concerning the taxation of any realized gain. Int. Rev. Code, 53 Stat. L. 40-41
(1939), re-enacting 52 Stat. L. 490-491 (1938).
Section II3(a)(2) provides, "If the property was acquired by gift after December 3 1, 1920, the basis shall be the same as it would be in the hands of the donor or the
last preceding owner by whom it was not acquired by gift, except that for the purpose
of determining loss the basis shall be the basis so determined or the fair market value
of the property at th.e time of the gift, whichever is lower."
Section II3(a)(5) provides, "If the property was acquired by bequest, devise,
or inheritance, or by the decedent's estate from the decedent, the basis shall be the fair
market value of such property at the time of such acquisition. In the case of property
transferred in trust to pay the income for life to or upon the order or direction of the
grantor, with the right reserved to the grantor at all times prior to his death to revoke
the trust, the basis of such property in the hands of the persons entitled under the terms
of the trust instrument to the property after the grantor's death shall, after such death,
be the same as if the trust instrument had been a will executed on the day of the
grantor's death."
'l!STREAS. REG. 103 (1940), § 19.
59 Int. Rev. Code, § 113(a)(5).
60 Helvering v. Clifford, 309 U. S. 3 3 1, 60 S. Ct. 5 54 ( l 940); Helvering v.
Horst, 3II U. S. 112,,60 S. Ct. 807 (1940); Helvering v. Eubank, 3II U.S. 122,
61 S. Ct. 149 (1940); Harrison v. Schaffner, 311 U.S. 638, 61 S. Ct. 134 (1940).
See discussion by Pavenstedt, "The Broadened Scope of Section 22(a): The Evolution
of the Clifford Doctrine," 51 YALE L. J. 213 (1941).
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the position that the amounts received periodically by the refund beneficiary under an annuity certain or a refunp. annuity ( whether revocable or irrevocable and whether or not the annuitant and beneficiary
are the same person) are "amounts received as an annuity under an
annuity ... contract" 61 and are ther.efore amounts taxable to the extent
of three_ per cent of the cost or aggregate consideration paid for such
contract until such consideration is recovered in the hands of both the
annuitant and the benefi.ciary.62 These amounts could be characterized
as annuity payments.63 Certainly if the original annuitant had lived
only until the guaranteed amount had been paid to him, the payments
would have been taxable under section 22 (b) ( 2) in his hands. And
the clause concerning annuities appears to be exclusive, displacing the
succeeding section which exempts gifts from gross income. Of course,
this theory would not apply where the refund payment is made. in one
lump sum.
No doubt one of the chief obstacles to such a view would be the
contention that it results in the taxation of the receipt of a gift, and
the constitutionality of taxing such receipt could be questioned. 64 Since
this application of the statute raises a constitutional doubt, the interpretation of the government or some other interpretation might be
preferred.65 Nevertheless, the Treasury Department has no qualms
about taxing an ordinary donee annuitant under the annuity provision,
Int. Rev. Code, § 22(b) (2), quoted supra, p. 1008.
If this method were followed, there would be a question whether three per
cent of the entire consideration would be taxable in the hands of the beneficiary or
whether the consideration could be allocated between the payments to the annuitant and
the payments to the refund beneficiary. However, § 22(b) (2) mentions no allocation
and none would probably be allowed. See I. T. 3077, 16-1 CuM. BuLL. 136 (1937).
68 See note 47, supra. Periodical payments of the principal amount and interest in
connection with endowment contracts are considered annuities, and the reasoning supporting such a ruling applies here. G. C. M. 21666, 1940-1 CuM. BULL. I 16. See
also I. T. 3202, 17-2 CuM. BuLL. 138 (1938) and PAuL, STUDIES IN FEDERAL TAXATION, THiRD SERIES 391-393 (1940).
64 As has already been mentioned, in the usual case of refund annuities and annuities certain, payments are made to the refund beneficiary only up to the amount of the
consideration paid for the contract. There~ore, if each payment is taxed to the extent
of three per cent of the consideration, it could be argued that a part of the gift of
capital is being taxed. The tax would usually be greater than if a tax were based on
the commuted value or upon donor's cost. Thus under this argument the result would
be that the receipt of a gift is taxed to a greater extent than if its basis is taken to be
the cost to the donor. The taxation of the receipt of a gift as income has not been
declared unconstitutional but the matter is somewhat in doubt. See pp. Io I 7-1 o I 8, supra.
65 Other clauses of the income tax laws have been construed to avoid doubts as
to their validity. Lucas v. Alexander, 279 U. S. 573, 49 S. Ct. 426 (1929); United
States v. Supplee-Biddle Hardware Co., 265 U. S. 189, 44 S. Ct. 546 (1924).
61

62
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and the gift involved could probably be justified as a gift of income.60
An entirely different approach may be suggested. Since the statute
exempts amounts which are paid by reason of the death of the insured,67
it could be argued that the refund contract is a life insurance contract
in so far as the refund feature is concerned and that the refund proceeds are paid by reason of the death of the insured. Although this
position is plausible, the contention seems precluded by cases under
death taxes.68 If the argument were accepted, however, it might
result in the same treatment that is now apparently accorded revocable
contracts, and the govenment might be favored in the situation which
led to the rulings mentioned above. To gain more favorable treatment than is now accorded when the contract is revocable or when a life
interest is retained and to avoid unfavorable treatment in the situations
mentioned in the ruling, the taxpayer would not only have the burden
of showing that the contract could be considered a life insurance contract, but he would have to argue that the payments in their entirety
are amounts paid by reason of the death of the insured.69
68 There might be more doubt that these payments could be considered entirely
income than in the case of a life annuity.
67 Int. Rev. Code, § 22(b) (1), provides that the following item shall not be
included in gross income, "Amounts received under a life insurance contract by reason
of the death of the insured, whether in a single sum or otherwise (but if such amounts
are held by the insurer under an agreement to pay interest thereon, the interest payments shall be included in gross income)." See note 69, infra.
68 Guaranty Trust Co. of New York, Exr., 16 B. T. A. 314 (1929), reversed by
stipulation of counsel, (C. C. A. 2d, 1931) (no opinion) 2 C. C. H., FEDERAL TAX
SERVICE, 1f 2044.04 ( I 93 2). See also Matter of Sothern's Estate, I 70 Misc. 805,
14 N. Y. S. (2d) 509 (1938), affirmed 257 App. Div. 574, 14 N. Y. S. (2d) 1
(1939); Meisenholder, "Taxation of Annuity Contracts under Estate and Inheritance
Taxes," 39 M1cH. L. REv. 856 at 860-871 (1941).
69 Treas. Reg. 103 ( 1940), § 19.22(b) ( 1)-1, provides that the amounts received
upon the death of the insured under an insurance policy are to be computed as follows:
"The proceeds of life insurance policies, paid by reason of the death of an insured to
his estate or to any beneficiary (individual, partnership, or corporation, but not a
transferee for valuable consideration), directly or in trust, are excluded from the gross
income of the beneficiary. While it is immaterial whether the proceeds of a life
insurance policy payable upon the death of the insured are paid to the beneficiary in
a single sum or in installments, only the amount paid solely by reason of the death of
the insured is exempted. The amount exempted is the amount payable had the insured
or the beneficiary not elected to exercise an option to receive the proceeds of the
policy or any part thereof at a later date or dates. If the policy provides no option for
payment upon the death of the insured, or provides only for payments in installments,
there is exempted only the amount which the insurance company would have paid
immediately after the death of the insured had the policy not provided for payment at
a later date or dates. Any increment thereto is taxable. In any mode of settlement the
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portion of each distribution which is to be so included in gross income shall be determined as follows:
"(a) Proceeds held by the insurer.-!£ the proceeds are held by the insurer
under an agreement (whether with the insured or with a beneficiary) to distribute
either the increment to such proceeds currently, or the proceeds and increment in
equal installments until both are exhausted, there shall be included in gross income,
the increment so paid to the beneficiary, or so credited to the fund in each year by
the insurer.
"(b) Proceeds payable in installments for a fixed number of years.-!£ the proceeds
are payable in i!lstallments for a fixed number of years the amount that would have
been payable by the insurance company immediately upon the death of the insured
(if payment at a later date had not been provided for) is to be divided by the total
number of installments payable over the fixed number of years for which payment is
to be made, and the quotient represents the portion of each installment to be excluded
from gross income. The amount of each installment in excess of such excluded portion
is to be included in gross income. For example, if, at the insured's death, $1,000 would
have been payable in a single installment, but lo equal annual payments are made in
lieu thereof, the portion of the installment received during any taxable year to be
excluded from gross income is $100 ($1,000 divided by 10). Any amount received as
an installment in excess of $100 is to be incluckd in gross income.
"(c) Proceeds payable in installments during the life of the beneficiary.-!£ the
proceeds are payable in installments during the life of the beneficiary the amount of
each installment that is to be included in gross income will be determined as in paragraph (b) of this section, except that the number of years to be used in the specified
computation will be determined. by the life expectancy of the beneficiary, as calculated
by the table of mortality used by ·the particular insurance company in determining the
amount of the annuity.
"(d) Proceeds payable for a fixed number of years and for continued life.-!£
the proceeds are payable in installments for a fixed number of years and for continued life,
the amount of each installment that is to be included in gross income will be determined
either as provided in paragraph (b) of this section if the fixed number of years for
which payment is to be made exceeds the life expectancy of the beneficiary, as calculated by the table of mortality used by the particular insurance company in determining the amount of the annuity; or, as provided in paragraph (c) of this section if such
life expectancy exceeds the specified fixed period.
"If_ a mode of settlement has been in effect prior to the first taxable year which
begins after December 31, 1933 (or after December 31, 1935, in the case of a mode
of settlement described in paragraph (d) of this section), the entire amount received
and excluded from gross income in such prior years shall be deducted from the proceeds
payable upon the death of the insured; the remainder shall be divided by the number
of installments unpaid at the beginning of such taxable year (whether over the remaining portion of the fixed period or over the life expectancy as of that date, depending
on the mode of settlement adopted) ; and that quotient shall be the excludible portion
of each installment. As soon as the aggregate of the amounts received and excluded
from gross income under the methods of computation provided for in this section
equals the amount of the proceeds payable upon the death of the insured, the entire
amount received thereafter in each taxable year must be included in gross income."
However, similar earlier regulations with respect to certain types of installment
payments have been held invalid. In Commissioner of Internal Revenue v. Winslow,
(C. C. A. 1st, 1940) 113 F. (2d) 418, the beneficiary received death benefits under
a policy which provided that he should receive $100,000 in 50 installments of $2,000
each. The company was obligated not to commute or· cash any of ,the installments
which were based upon an interest rate of 3%. The government contended for a
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Where the refund beneficiary is a donee the treatment of the
periodical payments as annuity payments seems the simplest method of
taxation as well as the most consistent. Constitutional doubts do not
appear substantial.
Often it is provided that the commuted value of the payments may
be paid to the beneficiary if he so elects. Such amounts would usually
be excluded from gross income if received immediately.70 If section
plan of taxation under which the difference between the whole amount received and
the commuted value of the installments at the death of the insured would be taxable
by a proration of such difference to each of the installments received. The court
stated that the policy was for $53,000 of life insurance though payable as a 50-year
annuity but that the amounts received came within ·the statutory exemption. The same
result was reached in Commissioner of Internal Revenue v. Bartlett, (C. C. A. 2d,
1940) 113 F. (2d) 766, where the insured had chosen an option under which the
beneficiary was to be paid under a refund annuity type option. Commutation was
not to be allowed. This case was followed in Commissioner of Internal Revenue v.
Buck, (C. C. A. 2d, (1941) 120 F. (2d) 775. In Winifred W. McIntyre, 45 B. T. A.
67 ( 1941), the Board of Tax Appeals held that the refund payments in a lump sum
were also exempt. Whitmer v. Commissioner, 3 C. C. H. FEDERAL TAX SERVICE, 1f
7153-E (1941), follows these cases. No part of the proceeds are considered interest.
Contrary to these cases and in support of the regulations are the cases of Allis v.
La Budde, (D. C. Wis. 1941) 40 F. Supp. 59, and Kaufman v. United States, (D. C.
Va. 1941) 40 F. Supp. 505. In the former case the insured chose a temporary life
option and the beneficiary could not change the method of payment. The court held
that payments received in 1934 and 1935 were taxable, the plaintiff having received
more than the face value of the policy in prior years on the theory that payments in
excess of such face value were "interest or other increment which accrued upon the
funds retained by the insurance companies." In the latter case the regulations were
upheld when applied to proceeds payable in installments over a twenty-year period.
For a discussion of the problem involved and the history of the regulations, see
PAUL, STUDIES IN FEDERAL TAXATION, THIRD SERIES 359-364 (1940); 39 MICH.
L. REV. 493 (1941); 50 YALE L. J. 322 (1940); and 54 HARV. L. REv. 142 (1940).
These cases are to be distinguished from the situations where the insurance company holds the face amount of the insurance proceeds and in the meantime pays a
specified interest or sum equal to a low rate of interest to a beneficiary. Edith M.
Kinnear, 20 B. T. A. 718 (1930) (decided under Revenue Act of 1926); United
States v. Heilbroner, (C. C. A. 2d, 1938) 100 F. (2d) 379 (decided under Revenue
Act of 1928).
Dividends that are paid are also taxable because not received by reason of the
death of the insured. United States v. Heilbroner, supra. This was conceded in the
above cases.
70 There may be some question concerning what theory should be adopted. The
statute does not govern this situation because there are no amounts received under a life
insurance or endowment contract or amounts received as an annuity under an annuity
or endowment contract. If the beneficiary is a donee, the government rulings would
apply, and since the cost to the donor, less amounts received tax free, or the value at the
death of the donor would be less than the commuted value of the payments in an ordinary contract, nothing would be included in gross income ( disregarding dividends).
It appears that if such amounts are received by the purchaser (or by his estate) he
would be allowed to recover his cost, which would be no smaller than the amounts
received. See note 75, infra. The possibility that 22(b) (2) would apply is remote.
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22 (b) ( 2)

governed taxation of refund payments, the donee could claim
that he is not in _constructive receipt of the proceeds, but under the
present rulings the doctrine of constructive receipt could be applied,
in which case the refund to the beneficiary would be taxed on the gain
over commuted value in every situation. 71 There might also be some
basis for taxing the donor or purchaser if the contract were revocable
before maturity.72
Where the refund provision of an annuity certain or a refund annuity is payable in favor of the purchaser irrespective of whether he is
the annuitant, the above rulings are inapplicable.73 The three per cent
provision seems to al?ply. Since the purchaser usually will receive no
more than the original consideration, he might argue that such tax is
unconstitutional under the arguments already examined. 74 In addition,
although no government ruling has been made, it could be argued that
if the treatment is to be consistent with the above rulings, the payments
would not be considered annuity payments.75
If either a purchaser beneficiary or a donee beneficiary receives payments under an option, of course the teatment of proceeds might be on
a different basis, depending upon the option chosen.

3. Deferred Annuity Contracts
There are also unsettled problems with respect to annuities paid
under simple deferred annuity contracts. 76 Upon the death of the anSee note 86, infra.
See pp. 1023-1024, supra.
73 The situations contemplated here are those in which the purchaser has purchased the annuity for another making himself the -refund beneficiary, or has purchased
the annuity for himself for the life of another, upon whose death he is to receive the payments under the refund feature.
If the annuitant is the purchaser and his estate is to receive the refund, it is
usually provided that such refund is to be payable in a lump sum.
74 See pp. 1010-1013, supra. In this case the argument would be a little stronger
since the purchaser is certain to be taxed on his cost. _
If § 2 2 (b )( 2) applies, a constructive receipt doctrine would not apply unless an
option were chosen to receive proceeds in some way other than annuity payments.
See note 86, infra.
75 It might be held that the situation is an "investment" situation in which the
return of cost should be allowed. See Lucas v. Alexander, 279 U. S. 573, 49 S. Ct.
426 (1929).
76 Ordinary deferred annuities may be life annuities, temporary life annuities,
refund annuities, or joint and last survivor annuities. In immediate annuities the
annuity is purchased by a single cash payment in advance and promises periodical payments to begin at least at the end of the first period, but in deferred annuities the
annuity does not begin until after a stated period of time from the purchase of the
contract. Should the annuitant die during the deferred period before the annuity pay71
72
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mutant the consideration already paid is lost. Sometimes a provision is
included that a cash surrender value will be paid to a designated beneficiary, but since these provisions are normally found in "retirement"
annuity contracts, they will be considered in connection with such
contracts.
4. Survivorship Annuity Contracts
Survivorship annuity contracts or longer life annuity contracts provide for payments to a first annuitant for life and to a second annuitant
for life if he survives the first annuitant. It seems clear that the annuity
payments made to the first annuitant, as well as those to the second
annuitant upon the death of the first, are taxable under section
77
22 (b) ( 2). A departmental ruling to that e:ffect is consistent with the
position that an annuitant under an ordinary life contract is taxable
under the section whether he is a donee or the purchaser of the contract.
Such a ruling is consistent with the nature of the contract, because
it appears that the annuity is one involving two or more lives rather
than one. It could be considered an annuity for the entire amount
to the annuitant who is the youngest but with payment jointly and to
the survivor. For this reason, also, it appears that the contract could
hardly be considered an insurance contract, and the cases concerning
proceeds of insurance policies would not apply. 78
Refund provisions which are sometimes embodied in this type of
contract would be treated just as refund payments in ordinary refund
annuities or annuities certain. 79
Somewhat similar contracts are the type called joint and last survivor annuities. They provide for annuity payments to two or more
persons jointly during their joint lifetime, the payments to continue
to the survivors or survivor for life. In some contracts the annuity
to the survivor will be at a reduced amount. While there is no official ruling concerning this type of contract, it appears clear that the
men ts are to begin ( the maturity date), the contract is terminated and there is no
refund.
The fact that a refund or other annuity is a deferred annuity apparently makes no
difference in treating proceeds derived therefrom, even if such a contract was said to
be an "endowment" contract.
77 I. T. 3077, 16-1 CuM. BULL. 136 (1937). It was held the premium could not
be allocated in computing the tax.
78 For the conclusion that the payments are not insurance proceeds, see Meisenholder, "Taxation of Annuity Contracts under Estate and Inheritance Taxes," 39
MrcH. L. REv. 856 at 888-889 (1941). See also Chemical Bank & Trust Co., 37
B. T. A. 535 (1938).
79 See p. 1021 :ff., supra.
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payments are taxable under section 22 (b) ( 2). The payments to the
joint annuitants apparently are to be taxed in the same way as other
income jointly received.80 The survivor should not be able to allocate
the consideration any more than a survivor under a longer life contract.81
In so far as payments to the survivor are concerned, they could not
be treated as proceeds of life insurance policies. The discussion with
respect to longer life annuities on this point applies here. 82

5. "Retirement'' Annuity Contracts
"Retirement" annuity contracts contain two different features under
which periodical payments may be payable.83 They usually provide
that if the annuitant dies before maturity a specified amount will be
paid to a designated beneficiary. Upon maturity, the proceeds may be payable to the purchaser or to some other person. The death benefit is usually
equal to the cash value of the contract except that for the first few
years of the deferred period a surrender charge is assessed. Here again
it might be thought that the death benefits are life insurance proceeds,
but the cases under death taxes would appear to preclude this view.84
There is no insurance element in the contract during the deferred
period. The death benefits may be payable in accordance with various
options, which may be elected either by the annuitant or the purchaser,
so Joint tenants and tenants in common are each taxable on half of the profits
when each owns one-half of the property and the profits. Commissioner of Internal
Revenue v. Hart, (C. C. A. 6th, 1935) 76 F. (2d) 864; Frederick J. Haynes, 7
B. T. A. 465 (1927); Mollie Shaffran, 18 B. T. A. 91 (1929); Alfred Hafner,
31 B. T. A. 338 (1934).
81 See note 77, supra. In a special ruling it was held that the premiums could
not be allocated by the first annuitant although he had paid only what a single life
annuity had cost while the second annuitant had paid the balance of the premium.
3 C. C. H., FEDERAL TAX SERVICE, ,r 6335 (1941) (letter I. T.: P: T: 2, dated
March 5, 1941).
82 See p. 1029, supra. See Meisenholder, "Taxation of Annuity Contracts under
Estate and Inheritance Taxes," 39 MICH. L. REv. 856 at 888-889 (1941). The
case of In re Wilson's Estate, 143 Misc. 742, 257 N. Y. S. 230 (1931), is to the
opposite effect in connection with a death tax but may be distinguished, and in so far
as it is not distinguishable may be considered overruled by Matter of Sothern's Estate,
257 App. Div. 574, 14 N. Y. S. (2d) 1 (1939), affirming 170 Misc. 805, 14 N. Y. S.
(2d) 509 (1938).
88 Retirement annuity contracts are modified types of deferred annuities.
84 Kernochan v. United States, (Ct. Cl. 1939) 29 F. Supp. 860, cert. denied 309
U.S. 675, 60 S. Ct. 7II (1940); Estate of Stuart Wilson, 42 B. T. A. 1196 (1940);
see also In re Walsh, (D. C. Minn. 1937) 19 F. Supp. 567. These cases are discussed
in Meisenholder, "Taxation of Annuity Contracts under Estate and Inheritance Taxes,"
39 MICH. L. REV. 856 at 872-875 (1941).
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or in default of election by such person,.then by the beneficiary himself.
The most common types of option provide for payment of proceeds in
the following ways: income payments for a fixed period (exhausting
principal fund), income for a fixed period and life (temporary life
annuity), minimum amount of interest on principal which is held by
insurance company and paid to a third party or the estate of the beneficiary on his death, and periodic installments equal to six per cent ( sometimes five per cent) of proceeds until proceeds plus interest accumulated are exhausted. There may also be options under which
various types of annuities may be secured. Similar options are available
to take effect at maturity.
It seems clear that payments received by the purchaser at maturity
as annuity payments ought to be taxable by the three per cent method
under section 22 (b) ( 2). If the regulations and rulings concerning
such types of payments under endowment insurance contracts are considered controlling, such result would follow. 85 In these rulings emphasis was placed on the fact that the payments were annuity payments
received by virtue of a life insurance policy maturing as an endowment. In the instant type of case the payments would be made under
an annuity contract in case an annuity option were chosen. However, if
periodical payments are received under options which provide for interest payments, such payments are taxable income.86
85

TREAS. REG. 103 (1940), § 19.22(b) (2)-2 quoted note 46 supra.
Amounts received under an endowment contract in the form of a refund annuity
were so treated in I. T. 3413, 1940-2 CuM. BuLL 58. G. C. M. 21666, 1940-1
CuM. BULL. II6 treated 120 installments certain under an endowment as an annuity.
In I. T. 3402, 1940-2 CuM. BuLL. 57, a like result was reached as to periodical payments of $500 for twenty years with a final installment of $10,000 in the twenty-first
year. The department reached the same result with respect to a guaranteed 3 % income
policy. I. T. 3033, 15-2 CuM. BuLL. 131 (1936). See note 86, infra.
86
The difference between payments regarded as income and payments treated
as annuity payments in connection with payments upon maturity contracts is explained
in I. T. 3202, 17-2 CuM. BuLL. 138 (1938): "Where the contract is payable
otherwise than upon the death of the insured and provides for the payment of a fixed
sum annually at all events, in the payment of which it is contemplated that the proceeds
left with the company may be invaded, the contract should be treated for income tax
purposes as an annuity contract within the contemplation of section 22(b) 2 of the
Revenue Act of 1936. The periodic payments should, therefore, be returned for
Federal income tax purposes in the manner and to the extent provided in that section,
notwithstanding that in a certain year or years it may be unnecessary to invade the
proceeds left with the company in order to make the agreed periodic payments. Where,
however, the proceeds of such a policy are left with the company under an agreement
• which provides for the payment of a fixed sum equal to or less than the interest and
earnings on such proceeds, and the interest and earnings are subject to withdrawal
without restriction, the contract should not be treated as an annuity contract within
the contemplation of section 22(b)2 of the Revenue Act of 1936. In such cases the
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Where proceeds are received by a donee the same principles apply,
except that there may be some question whether the insured or donor
is taxable on the proceeds which may be said to be constructively received by him if he has irrevocably designated the beneficiary. If he
has so designated a beneficiary, an earlier ruling with respect to an
endowment contract would exempt the donor from taxation.87 However, even if the donor's designation of a beneficiary is revocable, there
now seems to be some basis for claiming that the donor is not taxable
at maturity when proceeds are payable in the form of annuities within
section 22 (b) ( 2). Even the annuitant himself is not taxable on other
than an annuity basis where he receives the payment, even though he may
surrender the policy upon maturity. 88 A consistent interpretation of
section 22 (b) ( 2) might dictate the same result here. However, if the
annuitant or donor may change the beneficiary after maturity or surrender the contract, a different result will probably be reached.
In the case of proceeds received upon the death of the annuitant by
a beneficiary, the above discussion would apply. If the proceeds were
payable under an annuity option, it would appear that they are paid
under an annuity contract, although these contracts cannot be called
endowment contracts.
amounts actually paid or credited to the policy holder should be returned for income
tax purposes by the policy holder as ordinary income, notwithstanding the amounts
credited are not withdrawn in full." This ruling is in accord with the treatment of
"annuity with death benefit" contracts. See p. 1033 ff., infra. The principal amount
in such case under a "retirement" annuity would probably be exempt from taxation
on the theory that it is the return of an amount invested. However, § 22(b) (2) would
not apply because it refers to amounts received under a "life insurance or endowment"
policy.
Prior to the enactment of § 22(b) (2) in its present form in 1934, it was held
in the case of endowment policies that the insured constructively received the proceeds
of the policy when he had the right to receive the proceeds at maturity and any gain
at that time was taxable. The basis for the taxation of proceeds received after maturity
was the face value at maturity. I. T. 2380, 6-2 CuM. BULL. 32 (1927); I. T. 3033,
15-2 CuM. BULL. 131 (1936). However in G. C. M. 21666, 1940-1 CuM. BULL.
u6, the chief counsel ruled that there was no constructive receipt of proceeds payable
in 120 installments after maturity in 1935 because the present provision provides that
amounts receivable as annuities under endowment contracts are taxable by taking 3 o/o
of the premium paid therefor, etc. This ruling was clarified in G. C. M. 22519, 1941-1
CuM. BULL. 330, where it was said the same result would have been reached if the
policy involved in G. C. M. 21666 had given the insured the right to take the cash
surrender value at the time of maturity but the insured had not exercised such option.
The same result was reached in I. T. 3413, 1940-2 CuM. BULL. 58, as to guaranteed
amount of proceeds payable under form of a refund annuity. It does not appear clearly
from the ruling, but a type of "retirement" annuity policy may have been involved
here.
88
8 7!. T. 2635, II-2 CuM. BuLL. 63 (1932).
See note 86, supra.
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6. Annuity with Death Benefit Contracts
Contracts of this kind have been popular in the past. In these contracts the insurance company agrees to pay a named beneficiary upon
the death of the insured or the annuitant a face amount slightly less
than the amount of the premium. Until the annuitant or insured dies,
the company promises him a guaranteed periodical payment approximating from two to five per cent of the amount of the death benefit.
Usually the death benefit has a cash surrender value and the insured
has the privilege of changing the beneficiary. Upon surrender, the entire
policy is cancelled. :Various settlement options are offered. These include all the types of annuities mentioned above and the types of options
previously mentioned in connection with death benefits under "retirement" annuities.
The treatment of the death benefits under the federal death tax
has been finally settled; the proceeds payable at the death of the annuitant are not to be considered as life insurance proceeds under that
tax. 89 In view of a previous article 1lo it seems unnecessary to discuss
the decisions in connection with death taxes except to point out that they
are based upon the theory that the insurance company takes no life
insurance risk in connection with the death benefit.
These decisions are not directly in point in connection with the
treatment of the periodical payments under the income tax, but they
appear to preclude the claim that the annual payments involve a risk
to the insurance company, similar to the risk incurred in ordinary life
annuity contracts. The theory of the death tax cases is that these policies
are deposit policies under which the insurance company pays interest
on the principal amount to an annuitant and pays the principal amount
(less a certain charge) to a beneficiary upon the death of the annuitant.
It is interesting to note that the government has not always taken
the above views in connection with the income tax. Early departmental rulings allowed these contracts to be divided into an annuity
feature and a life insurance feature, each feature being treated sepa89
Old Colony Trust Co. v. Commissioner of Internal Revenue, (C. C. A. 1st,
1939) l02 F. (2d) 380; Helvering v. Le Gierse, 312 U. S. 531, 61 S. Ct. 646
( I 941). See discussion of these and other cases in Meisenholder, "Taxation of Annuity
Contracts under Estate and Inheritance Taxes," 39- M1cH. L. REv. 856 at 878-883
(1941). See also PAuL, STUDIES IN FEDERAL TAXATION, THIRD SERIES 374-380
(1940).
90
Meisenholder, "Taxation of Annuity Contracts under Estate and Inheritance
Taxes," 39 M1cH. L. REv. 856 at 878-883 (1941).
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rately on an allocation of the single premium.91 Later, at almost the
same time that it was contending in death tax cases that the contract was
a "deposit" contract,92 the Treasury Department found an advantage
in taking the position that the contract was an annuity contract whether
or not there was an insurance feature.93 It was successful in obtaining a
favorable court ruling for both positions. Then, before the final
Supreme Court decision in the death tax cases (involving separate annuity and insurance contracts issued at the same time) ,9' it reversed its
position under the income tax statute, ruling that the contract was a
deposit contract, and that the periodical payments were payments of
interest to be included entirely in gross income.95
There can be no serious doubt about the present· ruling under the
federal income tax that the periodical payments are not taxable under
section 22 (b) ( 2). It seems clear that the insurance company takes no
"annuity risk." 96 It cannot be gainsaid that the policies are in
reality "deposit" contracts and that the annual payments amount in
effect to payment of a low rate of interest on the principal fund. While
the payments might come within some technical definitions of the term
"annuity," it hardly seems possible to include them in such term as
used in the income tax. In the first place the government has consistently ruled that other types of periodical payments under endowment insurance contracts which amount to payments of interest are to
be included in gross income to the full amount.97 Furthermore, the
theory of section 22(b)(2) as well as 22(b)(3) is to exempt payments
which represent a return of capital but not payments which represent
91 G. C. M. 6395, 8-1 CuM. BuLL. 67 (1929). Shortly after this ruling was
made it was criticized in an article by Fehr, "What is an Annuity for Income Tax Purposes?" 7 NAT. INc. TAX MAG. 259 (1929). See also S. M. 3434, IV-1 CuM. BULL.
29 (1925).
92 Old Colony Trust Co. v. Commissioner of Internal Revenue, (C. C. A. 1st,
1939) 102 F. (2d) 380.
93 Bodine v. Commissioner of Internal Revenue, (C. C. A. 3d, 1939) 103 F.
(2d) 982, affirming 36 B. T. A. 1328 (1937), cert. denied 308 U. S. 576, 60 S. Ct.
92 ( 1939) (it was contended that the decision conflicted with the Old Colony Trust Co.
case).
94 Helvering v. Le Gierse, 312 U. S. 531, 61 S. Ct. 646 (1941), and Keller's
Estate v. Commissioner of Internal Revenue, 312 U.S. 543, 61 S. Ct. 651 (1941).
95 G. C. M. 21716, 1940-1 CuM. BuLL. 82.
96 See discussion of the nature of these contracts in Meisenholder, "Taxation of
Annuity Contracts under Estate and Inheritance Taxes," 39 MICH. L. REv. 8 56 at
878-883 (1941), and in PAUL, STUDIES IN FEDERAL TA.'{ATION, THIRD SERIES 374391 (1940).
97 For example, see I. T. 3202, 17-2 CuM. BuLL. 138 (1938); I. T. 2635,
II-2 CuM. BuLL. 63 (1932).
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a gain over capital ( except in the case of dividends). Even under
some technical definitions of "annuities," these payments could not be
considered annuities.98 While the Bodine case 99 might be considered
contrary to these views and cannot necessarily be said to be overruled,
it may be distinguished.
In connection with the payment of principal amounts, it seems clear
that such amounts are not to be considered as insurance proceeds.100
Under the views urged above and under the government ruling, if the
amount is payable in a lump sum, it is to be considered a gift or if
payable to the estate of the annuitant, as the return of cost. If the sum
is payable in accordance with options chosen by either the annuitant or
the beneficiary, the payments received should be treated as similar
types of payments under options in connection with death benefits under
"retirement" annuities.101
Similar contracts with a death benefit to the amount of a certain
percentage of the premium paid, usually fifty per cent, would seem to
merit a different treatment, although there are no pertinent rulings or
decisions. While these contracts involve no life insurance risk to the
company,102 periodical payments involved appear to be true annuity
payments at least to some extent. They usually contain a surrender
clause which provides for a surrender value equal to the amount of the
death benefit-at least in the later years the policy is in force. But
upon surrender of the policy it is provided that the annuity payments
are to be continued at a reduced amount.108
In relation to the income tax, the contract might therefore be said
to be the deposit of the amount of the death benefit plus an annuity
purchased by the remaining percentage of the premium.104 The pay98 An annuity, in so far as contract annuities are concerned, may mean that in
effect the principal amount must be invaded.
99
Bodine v. Commissioner of Internal Revenue, (C. C. A. 3d, 1939) 103 F.
(2d) 982, affirming 36 B. T. A. 1328 (1937), cert. den. 308 U.S. 576, 60 S. Ct. 92
(1939).
100 See note 94, supra.
lOJ. See pp. 1032-1033, supra.
102
For a discussion of the nature of this contract, see Meisenholder, "Taxation
of Annuity Contracts under Estate and Inheritance Taxes," 39 MICH. L. REv. 856
at 882-883 (1941).
108
Thus a contract of this type provides for a $5,000 death benefit and an
immediate payment of a $4,077 annuity on an annual basis. The company upon surrender would pay a cash surrender value equal to the death benefit of $5,000 and
would issue a life annuity at a reduced amount of $327 annually.
104 "Rather, one-half the premium is used to purchase a straight life annuity and
the other half is held by the insurance company on deposit. Earnings from the half of
the premium held on deposit are used to increase the annuity payments purchased by
the other half of the premium." MAGEE, LIFE INSURANCE 472 (1939).
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ments before surrender could therefore be allocated between interest
payments and annuity payments.
However, since the contracts authorize payments measured by the
face amount of the contract which are much larger than the amounts
received under the contracts previously discussed, they can hardly be
thought of as deposit contracts. And because of the administrative
difficulties that might result, it may be desirable to treat the entire
payments as annuities. Since an annuity risk is involved and since more
than interest is paid, the entire amount of the payments could be taxed
under section 22 (b) ( 2). The payments after surrender would be true
annuity payments, but the question then arises whether only a part of
the original cost should be used as a basis in calculating the tax.
The sums payable as a death benefit would not be treated as insurance proceeds, but would be treated just as the proceeds under "annuity with death benefit" contracts.

7. Life Insurance Policies Issued Only in Connection with
Annuity Policies
The plan embodied in "annuity with death benefit" policies has
been varied by a plan under which the insurance company will issue a
single-premium whole-life insurance policy but only in connection with
a single-premium immediate-life annuity. The policies are issued upon
a nonmedical basis and it is required that the total purchase price of
both contracts shall be about ten per cent greater than the face amount
of the insurance. A di:fference between this type of transaction and
"annuity with death benefit" contracts appears in the surrender feature. Upon the surrender of an "annuity with death benefit" contract,
the surrender value equal to the entire face value is paid and the entire
contract is terminated. But in the instant type of transaction the insurance contract contains increasing surrender values, although always
less than the face amount in any ordinary single-premium insurance
policy. Upon surrender of the insurance contract this surrender value
is paid, but the annuity contract remains in force. As in the case of an
ordinary annuity, the annuity contract cannot be surrendered.
No ruling concerning this transaction has been made. The proceeds
payable at death are not taxable as insurance proceeds under the federal
estate tax, the transaction being treated as a deposit transaction for the
purposes of that tax.105
105
Helvering v. LeGierse, 312 U.S. 531, 61 S. Ct. 646 (194r); Keller's Estate
v. Commissioner of Internal Revenue, 312 U.S. 543, 61 S. Ct. 651 (1941); Helver~
ing v. Tyler, (C. C. A. 8th, 1940) I I I F. (2d) 422, affirmed per stipulation to abide
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At least before surrender of the insurance contract, it seems that
the periodical payments should be treated consistently with the treatment of periodical payments under "annuity with death benefit" contracts.106 The payments would thus be entirely included in gross income. If the contract is surrendered, the payments received thereafter
are clearly annuity payments within section 22 (b) ( 2).
An additional problem concerns the determination of the cost to
be used as the basis for including these payments in gross income after
surrender of the policy. While allocations have not been allowed in
connection with other types of contracts, it seems clear that the cost of
both the insurance and annuity feature could not be considered the cost
of the payments received after surrender of the insurance contract. The
consideration used for tax purposes should be the cost of only the
annuity contract. Allocation of cost here would involve no difficulties
because of the fact that the two contracts are issued on separate forms.
Although the annuity is required to be of a certain amount, depending
upon the amount of the insurance policy, that fact appears to have little
connection with the cost or consideration paid for the payments after
surrender.
Receipt of the principal amount at death in whatever form would
be treated just as in the case of amounts received upon the maturity of
a retirement annuity.107
8. Insurance with Annuity Policies
Certain types of policies are being issued which provide for an annuity at a certain age to an insured or annuitant, but if the death of the
insured ( who may not be the annuitant) occurs during the deferred
period the face amount of the policy will be paid to a beneficiary. The
cash value reaches and exceeds this face amount before the maturity
of the contract, since the value of the annuity promised on the annuity
date is greater than the face amount, and the cash value ( or the reserve
value) at the maturity date must equal the value of the annuity to begin
on such date.
The annuity received at maturity would be treated as any other
annuity-or if an option is chosen it would be treated as are similar
options in connection with refunds under refund annuities or options
at maturity under "retirement" annuities.
by the Supreme Court decisions in the above cases. See Meisenholder, "Taxation of
Annuity Contracts under Estate and Inheritance Taxes," 39 MICH. L. REv. 8 56 at
883-887 (1941); PAUL, STUDIES IN FEDERAL TAXATION, THIRD SERIES 388-391
(1940).
107 See pp. 1030-1032, supra.
106 See pp. 1033-1036, supra.
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However, the benefits ( face value) which are payable upon the
death of the annuitant present a rather difficult problem because of the
fact that the face value is exceeded by the cash value of the policy
before maturity. But until this point is reached it is clear that the contract is similar to an endowment insurance policy and that there is a
life insurance element present.108 The proceeds, if payable before the
cash value exceeds the face value, would probaby be considered
"amounts received under a life insurance contract by reason of the
death of the insured." 109 After the face value is exceeded by the cash
value, there is no insurance element present and the proceeds should
not be taxed under section 22 (b) (I). It would be relatively easy to
ascertain from each policy whether the cash value exceeded the face
value on the date of the death of the annuitant. The proceeds would
then be treated as are proceeds received as death benefits under refund
annuities or 'fretirement" annuities. In support of this treatment it may
be pointed out that the actual presence of a life insurance element is
made the crucial test in the taxing of "annuity with death benefit"
contracts under the income tax.
A somewhat plausible argument is that the wording of section
22 (b) (I) indicates that contracts must be classified as contracts which
are life insurance contracts and contracts which are not. This contract,
in so far as the death benefit is concerned, is a life insurance contract
and the amounts paid out are by reason of the death of the insured.
However, if the fundamental nature of the contract and the nature of
the risk is to be the test, it can only be concluded that once the cash
value equals the face value the contract is not a life insurance contract.

9. Reversionary or Survivorship Annuity Policies
Reversionary or survivorship annuity contracts should not be confused with the longer life and survivorship annuities already mentioned. These contracts provide that upon the death of the insured the
beneficiary of the contract shall receive periodical payments of a fixed
amount for life. However, if the insured outlives the beneficiary the
policy expires. In a previous article it was explained that these contracts are life insurance contracts.110 Upon the death of the insured the
108 Meisenholder, "Taxation of Annuity Contracts under Estate and Inheritance
Taxes," 39 MicH. L. REv. 856 at 875-878 (1941). For treatment of endowment insurance proceeds, see also PAUL, STUDIES IN FEDERAL TAXATION, THIRD SERIES 357358 (1940).
109 Int. Rev. Code, § 22(b)(1).
110 Meisenholder, "Taxation of Annuity Contracts under Estate and Inheritance
Taxes," 39 MICH. L. REv. 856 at 889 (1941).
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company must have on hand the value of the annuity to be paid the
beneficiary if the beneficiary is then living. This value decreases every
year the policy is in force and therefore the policy is one of decreasing
life insurance. The proceeds should therefore be treated as are proceeds received under a life insurance contract upon the death of the insured.111
Deferred survivorship annuity policies are similar to reversionary
annuities, but in these contracts the payments to the beneficiary are not
to begin until a definite length of time after the death of the insured, if
the insured dies within a certain time after the policy is issued. The
proceeds received by the beneficiary are also to be treated as proceeds
received under a life insurance policy upon the death of the insured.112
It must thus be concluded that the treatment accorded to supplementary contracts issued in connection with options of other insurance
or annuity contracts does not depend upon the supplementary contract
considered entirely by itself. Special treatment is given periodical payments on the death of the insured. And in connection with endowment
and annuity contract options, it must be ascertained whether the kind
of payment chosen amounts to the payment of interest or whether it
amounts to the receipt of annuity payments. Certain types of periodical
payments may be treated as gifts if payable to a donee. It is therefore
absolutely essential to ascertain under what circumstances an annuity
contract was entered into.
Generally speaking, it appears that the government has consistently
treated the various types of tax situations that arise under the various
types of annuity contracts but inconsistencies have arisen from apparent
failure to take into account the effect that a ruling addressed to one
kind of case might have in a different type of situation. Uncertainty
has arisen from lack of rulings and decisions in many situations. Apparently neither the taxpayers nor the government have attempted to
exploit plausible positions in connection with the contracts. Section
22 (b) ( 2) is the root of some of the problems because of its treatment of
life insurance, endowment, and annuity contracts all in one breath. In
addition it is only recently that the income taxation of annuity contracts
has received much attention in the legal field.
If the three per cent method of taxation is to continue, it appears
doubtful whether any change should be made in the statute at present.
The above factors demonstrate that too little attention has been given
111 See note 69, supra.

112 See note 69, supra.
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to working out a clear and certain administration of the present section.
The problems exist in many cases because they have never been dealt
with consistently or at all. In addition it appears that the complexity
of the contracts now being issued and the differences in their nature
and characteristics make it impossible to enact a section which would
deal adequately with all the problems.
However, in view of the increasing revenue demands of the federal government it seems probable that attempts will be made to derive
additional revenues from the taxation of payments under these contracts. If and when such attempts are made, careful study should be
given to problems that now arise under section 22 (b) ( 2) and other
applicable sections and the statute should be drafted upon a more careful analysis of the problems involved than was apparently made in
connection with the present sections.

